12 

TUESDAY JULY 05, 2016 ^ .7 1 

www.ft.lk MBBLj U 









TUESDAY JULY 05, 2016 
www.ft.lk 




■ Acuity Stockbrokers Research has come out with an assessment on 
the potential impact from Brexit on the Sri Lankan economy. 

Here are some highlights of the report 

Summary: Brexit roils global markets 

■ Britain’s decision to exit the European Union sent shock-waves across 
global markets, as markets had perceived Brexit to be a tail-risk at most. 
In the immediate aftermath of the decision, the GBP collapsed 8% 
(against the USD) to its lowest in 30 years, the FTSE 100 crashed 8% intra- 
day (before closing 3.1% lower), while markets across Asia collapsed as 
investors fled towards traditional safe-havens such as the USD and gold. 

■ Concerns over global growth and increased uncertainty pitched investors 
into ‘risk-off’ mode immediately, but further developments in the wake of 
Brexit has created additional insecurity. Following the vote, 

■ British Prime Minister David Cameron announced his resignation 
while Scotland has indicated its dissatisfaction with the vote, highlight- 
ing the political fallout from the referendum 

■ Moody’s downgraded UK’s credit ratings outlook to ‘negative’ due to a 
‘prolonged period of uncertainty’ following the vote. S&P downgraded UK 
by two notches (from “AAA” to “AA”), while Fitch lowered its rating from 
“AA+” to “AA.” 

■ EU leaders have pressed for the UK’s swift exit to mitigate further 
uncertainty 

Summary: Sri Lanka impacted via financial 
and trade channels 

■ The impact to Sri Lanka via the trade channel could also be significant, 
as the EU and UK remain major trading partners. The EU is Sri Lanka’s 
largest trading partner (-29% of exports in 2015) and the UK accounts for 
35-40% of this proportion. Sri Lanka’s primary exports to the region (gar- 
ments, footwear, tourism and tea) are likely to face some pressure in the 
short to mid-term while competitive pressures are likely to heighten due 
to depreciation across most EM/FM currencies. 

■Delays in renegotiating trade agreements with EU/UK: Prior to Brexit, 
Sri Lanka’s Prime Minister indicated his optimism that GSP+ with the 
EU could be regained by year-end. With the recent developments in EU/ 
UK however, there may be delays in negotiations; moreover, new trade 
deals will have to be negotiated with the UK which will now fall outside 
the purview of GSP+. 

■ Heightened competitive pressure: The global ‘Risk-off’ environment 
implies that EM/FM currencies are likely depreciate across the board, 
suggesting that the competitive pressures for Sri Lanka’s exports are like- 
ly to increase in short-medium term. 


Summary : Equity, FX & Commodity Performance Betore & Alter BREXIT 
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Potential impact from Brexit | Emerging 
market risks increase 


the Brexit vote on Friday however, all markets across the region collapsed 
representing a heightened sensitivity to risk particularly in Emerging 
and Frontier markets. 

Traditional safe-haven assets by contrast gain 

■ Assets such as gold and the US dollar by contrast, gained following the 
vote, as Investor risk appetite waned. Gold prices hit a two-year high of 
1315 per Oz, while the USD which has been gaining steadily against most 
currencies since 2015 gathered pace. 


Traditional Safe-Haven Assets by Contrast Gain 
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Traditional Safe- Haven Assets Such as the USD Gain on BREXIT 
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EM/FMs tend to underperform significantly during periods of 
global market stress 

■ Since EM/FM markets tend to react strongly to periods of financial mar- 
ket volatility, the risk of EM/FM underperformance has risen significant- 
ly. 


EM/FM’s Tend to Underperform Significantly During Periods of Global Market Stress 
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EM flows recover and then decline again in May, coinciding with Brexit 
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■ Despite robust inflows in March and April, non-resident capital flows 
to EM’s dropped to -1.2 b in May as the Fed sounded increasingly more 
hawkish and as Chinese data disappointed. With the conclusion of the 
referendum on Brexit, financial market volatility has increased and with 
investors switching to ‘risk-off’ mode again, capital flows from the region 
may worsen as they have in the past during times of global market stress. 


EM Flows Recover and then Decline Again in May, Coinciding with BREXIT 
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Asian markets tank, extending YTD losses on equity markets 
across most of the region 

■ Asian equities have had a difficult 2016 due to continued evidence of the 
slowdown in the China, the US’s tighter monetary policy cycle and the 
end of the commodity super-cycle. With the exception of some markets 
(eg: India, Pakistan, Vietnam Thailand, Indonesia), most markets across 
the region have recorded Y-T-D losses in the range of 2-20%. Following 


Asian Markets Tank, Extending YTD Losses on Equity Markets Across Most of the Region 
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Potential impact from Brexit | Upside pressure 
on rates increases 


Higher government security outflows to pressure rates 

■ Net portfolio flows (debt and equity) to EM/FMs turned negative for the 
first time since 2008 last year on the back of Fed tightening and China 
growth concerns. With investor appetite for riskier debt likely to wane on 
the back of Brexit, a similar trend may re-appear this year and rates are 
likely to increase as investors off-load EM/FM debt. 


Highnr Government Security Outllows to Pressure Rates 
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Domestic Pressure on Rates Exacerbated by Potential Implications of BREXIT 
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Domestic pressure on rates exacerbated by potential 
implications of Brexit 

■ Domestic pressures such as higher private credit (+28.1% Y-o-Y in 
April’16) and higher inflation (May CCPI up 4.8% Y-o-Y [cf. 3.1% in Apr] 
and May NCPI up 5.3% Y-o-Y [cf. 4.3% in Apr]) already placed upside pres- 
sure on rates in Q2’16. With the outcome of the Brexit vote however, the 
potential for higher rates has increased further since global financial 
market volatility is likely to result in higher short-term net portfolio out- 
flows from frontier markets such as Sri Lanka. 

Potential impact from Brexit | Depreciation 
pressure on LKR rises 

Headwinds to LKR exist even excluding the impact from Brexit 

■ Continued debt and equity portfolio outflows coupled with external debt 
repayments have placed pressure on the LKR through 2016. G-Sec hold- 
ings by foreigners had declined to $ 1.6 b by May’16 while the equity sell- 
off by end-May was ~$40 m. The country’s pre-determined external debt 
payments for the remainder of the year meanwhile, is estimated at ~$1.3 
b, underscoring the existing headwinds to the LKR’s value. 


Headwinds to LKR Exist Even Excluding thR Impact from BREXIT 
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Current A/C deficit and capital A/C outflows exert pressure on the LKR 

■ Although the EFF agreement with the IMF remains a positive develop- 
ment for the country, it does not help fully address the country’s external 
sector issues (the IMF disbursement per quarter is -$168 m versus Sri 
Lanka’s pre-determined debt repayment of -$182 m per month). To help 
ease pressure on the LKR stemming from the current account deficit and 
capital account outflows, Sri Lanka was scheduled to raise funds abroad. 
With the outcome of the UK referendum however, these plans may have to 
be delayed, implying pressure on the LKR. 


Current A/C Deficit & Capital A/C Outllows Exert Pressure on lie LKR 
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Depreciation pressure on LKR rises as sovereign bond 
issues may be delayed 

■ Waning risk appetite implies higher risk premia attached to EM/FM debt, 
meaning that any sovereign debt issuances by Sri Lanka is likely to com- 
mand a higher rate. This implies that Sri Lanka may have to delay any 
planned issuances until some stability is restored to global financial mar- 
kets. The uncertainties surrounding when such stability will occur and 
when Sri Lanka can proceed to raise funds via international financial 
markets, places some downside risk on the LKR. Moreover, continued 
appreciation of the USD (due to Brexit) implies that Sri Lanka’s sched- 
uled debt repayments may now be higher. 


Depreciation Pressure on LKR Rises as Sovereign Bond Issues Maybe Delayed 
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Potential impact from Brexit | Impact via trade channel 

Potential delays in negotiations for the resumption 
of GSP+ with the EU 

■ The EU and UK remain strategically important trading partners for the 
country, and any destabilisation in these economies has a direct impact 
on Sri Lanka’s exports. Prior to the Brexit vote, Sri Lanka was in the pro- 
cess of negotiating for the resumption of GSP+ with the EU. With the 
outcome of the vote however, the Euro area is facing its own headwinds, 
implying that there could be potential delays in the negotiation process 
with Sri Lanka. 

■ Moreover, since -35-40% of EU exports were accounted for by the UK, 
the loss of UK from the EU trade bloc will have a notable impact on Sri 
Lankan exports. Sri Lanka will have to re-negotiate trade agreements 
with the UK, but there could be significant delays in these also given the 
political and economic flux that the UK is currently experiencing. 


Potential Delays in Negotiations for the Resumption o(GSP+ with the EU 
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Further destabilisation in the region is possible 


■ Growth concerns in the UK are worsened by the potential spillo- 
vers to the EU. The Brexit vote has created a notable political fall- 
out within the region, implying that the already sluggish recov- 
ery in the Euro area may be derailed amid potential issues such 
as i) the break-up of the UK or, ii) the disintegration of the EU as 
Eurosceptic movements within the member nations push for refer- 
endums which re-examine their relationship with the bloc. 


Further Destabiliration in the Region is Possible 
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Increased competitive pressures for Sri Lankan exports 
as EM/FM currencies weaken 

■ Although a weaker LKR against the USD could be potentially posi- 
tive for the country’s exports (particularly to the US), the possible 
weakness across most EM/FM currencies (on the back of increased 
financial market volatility and lower risk appetite) implies that this 
may not necessarily provide a competitive edge. For Sri Lanka to 
improve the competitiveness of its exports, structural changes such 
as improving the value-add component of exports and negotiating 
more trade agreements will be important. 


Increased Competitive Pressures for Sri Lankan Exports as EM/FM Currencies Weaken 
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Potential impact from Brexit | Actions by 
Sri Lankan authorities 

Initial actions undertaken by the Sri Lankan authorities 

■ While the impact/outcome from Brexit is still too recent to gauge 
the Sri Lankan Authorities counteractive policy measures, local 
media has highlighted the following as initial measures/policy pro- 
posals: 

■ The Finance Ministry is expected to enter an agreement with the 
World Bank for an IDA loan of 71.3 m SDR (equivalent to $ 100 m). 
The loan (which is a Special Drawing Rights (SDR) loan from the 
International Development Association) will be on a fixed rate and 
have a 27-year tenor. 

■ Based on comments by the Minister of Industry and Commerce, Sri 
Lanka has enlisted the WTO to negotiate new trade pacts with the 
UK. 

■ The Prime Minister outlined long term plans to foster stronger ties 
with Asia in the aftermath of Brexit. Plans to counter the impact 
from BREXIT include fast-tracking negotiations with India on the 
Economic Technology Cooperation Agreement (ETCA) and imple- 
menting four Free Trade Agreements (FTAs) with key regional 
economies. 

■ The CBSL submitted an Action Plan to the President and Prime 
Minister on Saturday, detailing strategies and steps Sri Lankan 
authorities should undertake to counteract the changes stemming 
from Brexit. 

The document is expected to be submitted to the cabinet sub-com- 
mittee on economic affairs later this week. 


Impact of Brexit on global 
political and economic landscape 



BRITAIN’S exit from the EU has 
been a debate that has been raging 
for a considerable period of time. 
The credit for the exit campaign 
squarely lies with the Independent 
Party of UK (UKIP) and its versa- 
tile leader Nigel Farage. Nigel has 
been a vociferous critic of the UK’s 
membership of the EU. Nigel baldy 
fought for British exit at European 
Parliament and he was instrumen- 
tal in creating the public opinion 
through his eloquent speeches. 

Ever since the UK became a mem- 
ber of the EU in 1972, the British 
political and judicial landscape 
has had to undergo major reforms 
as there was a perception that 
some of the UK standards were in 
conflict with the EU Charter. The 
enactment of the Constitution 
Reform Act of 2005 was one such 
exercise. UK Human Rights Act of 
1988 was introduced to comply with 
European Convention on Human 
Rights. 

The judgments delivered by the 
European Court of Human Rights 
(ECHR) and European Court of 
Justice (ECJ) have had a direct 
impact on the British judiciary 
which had held its independence 
and reputation for centuries and 
the British Government had to 
amend laws to comply with the 
requirements stipu- 
lated by the ECHR and 
ECJ. All these legisla- 
tive measures have had 
a direct bearing on the 
sovereignty of Britain 
which eventually 
became subordinate 
to EU Charter which 
is a stark contradic- 
tion of the theory of 
parliamentary suprem- 
acy postulated by the 
British jurist Albert 
Dicey. These changes 
were indigestible to 
some of the Euro scep- 
tics. Opinion was brew- 
ing slowly and stead- 
ily which culminated on 
the vote to leave the EU 
on 23 June. The elector- 
al message was loud and 
clear. Cameroon lost the campaign 
to stay with the EU. 

Ramifications yet to 
manifest in Europe 

The Brookings Institute study 
says that Brexit and the dissolu- 
tion of UK is the ‘greatest catastro- 
phe of the 21st century’ and will 
have unfathomable ramifications 
in terms of economic, political 
and global strategic balance. This 
would also be the birth of new 
political alignments and power 
blocks. There is indeed a new politi- 
cal order yet to manifest itself. The 
immediate question that strikes 
an analyst is whether there will be 
other countries that would opt to 
follow British example. 

Since there is an overwhelming 
opposition to Brexit in Scotland, it 
would be difficult to prejudge the 
outcome whether that would lead 
to the breakup of UK and the UK’s 
position within NATO alliance. 
The transfer of nuclear weapons 
from the hands of Scotland to UK 
proper and whether Scotland would 
remain with NATO or as a neutral 
state are the questions that haunt 
US administration. 

Scotland hosts the Fastlane 
naval base which is a staging base 


for Royal Navy nuclear powered 
submarines. Nevertheless strong 
political, economic and cultural 
ties that Scotland shares with US 
and UK would dictate a new defence 
alliance with NATO. Scotland 
would be a tiny economy under a 
new dispensation hence the US and 
British naval presence would cer- 
tainly augment the domestic econ- 
omy. If yet another 
country follows British 
precedent then the EU 
would altogether be 
an irrelevant factor in 
Europe. 

Impact on the EU 
regulation and 
deregulation of 
trade 

The EU is a web of 
complex regulations 
and trade is conducted 
through strict applica- 
tion of EU directives 
and regulations that 
govern the trade and 
commerce between 
members of the EU 
and with non-members 
of the EU. EU competi- 
tion laws are very strict and the EU 
Competition Commission decides 
the mergers and acquisitions and 
also market regulation of take 
overs. 

The jurisprudence on EU comple- 
tion laws have been advanced over 
the years and it extends to several 
volumes of legal publications. Even 
the takeovers, merger and acquisi- 
tions of trade in other countries 
would have an impact on the EU 
and EU Competition Commission’s 
sanction is also required in some 
cases. What would be the position 
of Brexit on some of the majority 
shareholding of British companies 
engaged in business in the EU? 
There will have to be a re-appraisal 
of the concept of market share or 
the market dominance once again. 
There will be a host of other re- 
appraisal as a result of Brexit. 

Impact in Russia and 
CIS countries 

What would be the position of 
Russia which had until recently 
been engaged in sabre rattling 
over NATO expansion overlooking 
the Russian sphere of influence? 
Russian military had taken a very 
aggressive stance over US military 
engagements in Europe. For Russia 


the exit of Britain means a rapid 
erosion of US influence in the EU 
decision making process. 

There is a perception that EU 
sanctions imposed on Russia seem 
to have been influenced apparent- 
ly over US policy considerations. 
Russia believes that it would now 
be easy to negotiate with a weak- 
ened EU. There have been a number 
of CIS countries who have already 
obtained the EU membership and 
the psychological impact of the 
EU’s weakening position vis-a-vis 

- retaining CIS members with EU 

- would perhaps drive CIS coun- 
tries once again towards leaning on 
Russia. 

With huge reserves of oil and gas 
in Russia and its recent resurgence 
in economic development and the 
display of its recent military power 
the CIS countries would have to 
re-appraise the unfolding political 
developments in Europe. However 
a weakened EU would also create 
economic woes to all the countries 
across the globe. If political san- 
ity does not prevail, it would cer- 
tainly be the worst catastrophe as 
Brookings Institution has predict- 
ed. 

As far as global economic power 
is concerned, the US still retains 
the economic and political influ- 
ence and it would be a folly to dis- 
regard US influence on other coun- 
tries. After all for US, it is essential 
to maintain a stronger military 
presence in Europe and that would 
require political and economic 
support to countries hosting US 
military presence. There is a strong 
umbilical cord that binds the US 
and Europe together over centuries 
old bonds of cross cultural rela- 
tions. Since the situation is still 
unfolding there is a possibility of 
the birth of yet another political 
entity of US, Canada and UK on one 
side cajoling the other to join the 
new alliance. 

Brexit and the Middle East 

There are simmering trade wars 
between EU, Americas and the 
Gulf Cooperation Council (GCC) 
countries especially in the air- 
lines industry. The American and 
European air carriers are at ham- 
mer and tongs with the Gulf car- 
riers such as Emirates Airlines, 
Qatar Airways and Etihad 
Airways over government subsi- 
dies to gulf carriers. Gulf carriers 
have sought additional frequencies 
in order to be able to exploit the 


‘Fifth’ freedom of the air. 

With Brexit even airlines are also 
compelled to redo their maths in 
light of the changing market share. 
EU regulars too will have to restrict 
the Non EU airlines and their fre- 
quencies to Europe with the appar- 
ent distortions in the market share. 
Brexit has caused a whole gamut 
of changes that require remedies 
to begin from the scratch. As far as 
airline industry is concerned “the 
biggest source of benefits to UK 
aviation from EU membership is 
in the area of traffic rights and the 
nationality of airlines. Any airline 
owned and controlled by nationals 
of EU member states is free to oper- 
ate anywhere within the EU with- 
out restrictions on capacity, fre- 
quency or pricing” (Source: Report 
by www.centreforaviation.com). 

The existing air traffic arrange- 
ments with EU and the impact of 
Brexit will certainly have exposed 
market share and market domi- 
nance theory for further scrutiny. 
There will be renegotiation of 
trade agreements owing to market 
distortions. 

Brexit and China 

EU always had a tough time com- 
peting and contending with rising 
Chinese economic influence in the 
global market. With a weakened 
EU China would certainly gain 
because EU would no longer be able 
to mount a strong battle on world 
stage. 

Michael Shuman of Bloomberg 
asserts that Brexit has provided 
China with even more economic 
and political leverage as China 
challenges the West’s most valued 
institutions and ideals from navi- 
gation rights to human rights, the 
importance of defending those 
rules and values is rising stead- 
ily. Shuman says that a united 
EU could have presented a seri- 
ous check to China’s growing 
assertiveness ‘as is demonstrated 
in South China sea’ (emphasis 
added). When China decided to 
create a rival to World Bank, US 
did prevail on European coun- 
tries to be cautious but Europeans 
stumbled over themselves to sign 
up and undermining any hope 
of extracting concessions from 
China’s leaders. 

(The writer is a political commentator and 

a freelance journalist. He holds an LLM in 

International Commercial Law and a Post 
Graduate Diploma in Diplomacy.) 
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Brexit hits euro zone sentiment - 
Sentix index at 1 8-month low in July 


BERLIN (Reuters): 

Sentiment in the euro zone 
fell to an 18-month low 
in July, a survey showed 
on Monday, as investors 
and analysts fear a major 
economic fallout from 
Britain’s vote last month to 
leave the European Union. 

The Frankfurt-based 
Sentix research group’s 
index fell to 1.7 from 9.9 
in June. Analysts polled 
by Reuters has expected a 
reading of 5.0. 

“The Brexit vote at the 
end of June in the United 
Kingdom is having a very 
different impact globally in 
terms of economic expec- 



tations,” Sentix said in a 
statement. “Investors are 
clearly differentiating and 
in addition to Switzerland, 


they see the euro zone 
as mostly affected.” 
“Therefore the euro zone 
economy is dangerously 


close to stagnation,” Sentix 
said. 

Reflecting those con- 
cerns, the sub-index meas- 
uring expectations fell to 
-2.0 from 10 in June, reach- 
ing its lowest level since 
November 2014. A sub- 
index measuring the euro 
zone’s current condition 
fell to 5.5 from 9.8. 

Sentix added that the 
European Central Bank 
(ECB) faces huge pressure 
from markets to act. A sub- 
index measuring monetary 
policy expectations rose to 
30.5 from 15. 

The European Central 
Bank surprised many in 


March with interest rate 
cuts, additional monthly 
bond purchases and more 
cheap loans for banks 
designed as an incentive 
for them to lend more but 
left policy unchanged in 
April. 

An index tracking 
Germany showed senti- 
ment in Europe’s largest 
economy fell to 18.4 from 
20.7. Investors were scepti- 
cal about the outlook for 
the German economy and 
the index measuring expec- 
tations fell to 2.7 from 7.9. 

The survey of 1,056 
investors was conducted 
between June 30 and July 2. 



















